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The past accomplishments 
| but the future possibilities 


research are tremendous; 
even greater. 


Research Has Just Begun! 


- tad the entire world, both free and 
Communist, stands in awe of the achieve- 
ments of American scientific research. In fact, 
without our :esearch, there would be no free 
world. 

Alternately we ourselves glow with pride 
and tremble with apprehension at these mir- 
acles which brilliant American minds have 
wrought in the realm of the physical sciences. 
In fact our own awe has gone so far that in 
its popular usage the word “research” is used 
interchangeably with “science.” For the 
American businessman research means spe- 
cifically the improvement of metals, products, 
or processes. His interest seldom goes beyond 
applied research, but there his sudden surge 
of enthusiasm has become almost a fetish. 
Even this is new. Time was when his research 
minded officials had to apologize for their 
activities or disguise them under the heading 
of sales expense. 

Today, however, we have gone to the op- 
posite extreme. Now the mere suggestion of 
the magic word research as applied to the 
improvement of a product or the reduction of 
cost will bring forth immediate support in the 
way of additional appropriations. The benefit, 
however, must be immediate and readily dis- 
cernible, preferably to accrue in the third 
quarter. The executive wants no nonsense of 
using company money to support those ab- 
struse theories which are found in the labora- 
tories of the great universities and research 
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foundations. This in spite of the fact that 
whole segments of American industry today 
find their prosperity founded on ideas that 
were thrown off as accidental by-products 
from basic research. This attitude needs 
changing, and it is fervently to be hoped that 
in the years that lie ahead American business 
will understand more fully its obligation to 
support basic research. The search for truth 
must go wherever truth leads it, regardless of 
results in the third quarter. 


Progress in Steel 

The steel industry, of course, is grounded 
firmly on industrial research. We too glow 
with pride. In terms of production alone we 
think we have wrought miracles. In World 
War II, for example, our country found our 
annual production of 80,000,000 tons of in- 
gots sufficient, and yet by the end of 1952 we 
shall have provided the country the stagger- 
ing annual productive capacity of 117,500,000 
tons of ingots! Since the close of World War 
II we have added more production than Ger- 
many possessed within her entire borders when 
she challenged the whole world! 

Our progress in steel quality is equally 
amazing, although a hard thing to explain 
because it is so multifarious and so subtle. But 
those who use steel know that our progress 
in metallurgy is the breath of life to them. 
At each step in the steelmaking process, qual- 
ity is checked by a trained technician whose 
job it is to preserve continuity and achieve 
improvement. This starts with the ore and the 
coal and goes all the way through until the 
steel is consumed finally in the customer’s 
own plant. 


{ 
aM 
| 
| 
| 


Limits of Research 


But while I stand in the front rank of those 
who wish to support industrial research, both 
applied and basic, I am sometimes led to 
wonder whether we have lost perspective with 
regard to this important management tool. Is 
there a lack of balance in our thinking be- 
tween those problems that can be solved by 
research and those that cannot? Does our 
glow of pride cause us to believe instinctively 
that if the problem cannot be solved by re- 
search it must not be very important? Does 
the bright glow now shining upon industry 
from nuclear studies, for example, cause us 
to overlook problems of other sorts that may 
be lurking in the shadows? 

It takes but a moment of reflection to see 
that some of the questions that today are 
causing the deepest concern to management 
are not being answered by research. The 
things that executives worry most about these 
days are usually of the sort that cannot be 
measured or weighed or tested by instruments, 
or even seen and felt. They lie within the 
realm of ideas or of morals and must be solved 
by the processes of reason without physical 
aids and outside of a laboratory. As to some, 
methods of research are already in practice, 
but they have not yet won the confidence of 
business management nor support from cor- 
porations. As to others, only the faintest be- 
ginnings of research methods are discernible, 
none of which have the slightest flicker of 
interest from corporate management. 


Health of Workers 


As to subjects where effective research 
methods are already known, but support is 
meagre,. take, for example, the question of 
the health of the workers. Corporations spend 
only paltry sums to determine why men break 
down, as compared to the vast sums that they 
spend to determine why machines break down. 
Over half of the executives who die in harness 
die from cardiac or vascular difficulties. Yet 
where are the companies that are doing any- 
thing substantial to determine the causes of 
heart failure? 


We keep the most accurate records con- 
cerning the down time of our machines and 
the interruptions in production which they 
cause, yet who has ever set out to measure 
the down time of people—the inroads made 
upon production by cancer, pulmonary diffi- 
culties, kidney ailments, gall bladder troubles, 
and the like? Even with such obvious matters 


as hospital support we have been grudging, — 


We have occasionally given money, but seldom 
enthusiasm to the local campaign. 


Human Behavior 


And what an appalling vacuum there is in 

corporate support of scholarly research into 
that whole galaxy of problems presented by 
human behavior! Take the simple but abso- 
lutely vital matter of the relationship between 
one man and the neighbor alongside of whom 
he works each day. We have learned a great 
deal about friction in machines, but almost 
nothing about friction between human beings. 
In some of our great research institutes vast 
programs go ahead each year for the study of 
industrial lubricants. Scientists can tell us 
with amazing precision why heat is generated 
when metal meets metal, yet little is known 
about why heat is generated when man meets 
man. 
The great petroleum industry has been out- 
standing in its support of scientific research 
to determine what lubricant would best relieve 
heat and friction in machines, yet where is 
the industry that will appropriate equal sums 
to determine a lubricant that will mitigate 
friction between people? For example, if the 
workman happens to despise his foreman and 
wants to make him look bad in the eyes of 
management, he can and often does inten- 
tionally limit the effectiveness of the best 
lubricated machine in the world, yet no one 
in industry seems particularly concerned about 
such questions. We must not waste money on 
academic theories. 


Mass Behavior 


Or for that matter, what do we know about 
the whole question of mass behavior? We 
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know a great deal about the grain structure of 
a mass of metal, but almost nothing about 
the grain structure of a mass of human beings. 
The average American working man is an in- 
spiring person. He is loyal and hard working. 
It is a pleasure to be in his home and to sense 
his affection for his wife, and the ambitions 
which he holds for the curly-headed little girl 
playing with her dolls as her mother gets sup- 
per. Why is it that such a man sometimes be- 
comes an altogether different person when he 
finds himself in the presence of two thousand 
like himself? When an industrial dispute 
flares, how can it be that this usually law- 
abiding father of that little girl can suddenly 
seize two feet of gas pipe and lay it across 
the head of another law-abiding father of an- 
other curly-headed little girl? Who is at fault 
that these things come to pass? We ought to 
know and we are not finding out. 


Motivation for Conduct 


And what do we know about motivation fcr 
human conduct? The old steel masters ob- 
viously believed that a raise in pay would 
settle any problem. We know differently now, 
although we have learned the hard way. Some- 
times men put out less work per shift after 
a pay raise than they did before, and it is 
not at all uncommon for absenteeism to in- 
crease after a general advance in wages. On 
the other hand, it is well known that occa- 
sionally a change in the psychological environ- 
ment, or in the man’s relationship to others 
on the job may cause him to put out sub- 
stantially more than before at the same rate 
of pay. 

One thing is certain: regardless of money, 
the modern worker raises his productivity 
when he understands what he is doing and 
why he is doing it. He improves in direct ratio 
to his sense of importance in the operation 
and to the company and to the industry. But 
we are still novices in this subject. We need 
to know a great deal more about incentives 
of all sorts, and all phases of motivation of 
human conduct. 
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Safety 


Or take the question of safety. We have 
made unbelievable progress in the placing of 
guards around machinery and in the determi- 
nation of the safe ways in which to work, yet 
still men die and are horribly maimed in the 
course of production. How often after the ac- 
cident has been investigated, it appears that 
no one can understand how the worker came 
to do what he did? It is proven beyond con- 
troversy that he knew what the safe thing to 
do was, and that he failed to do it with a total 
disregard of consequences which his fellow 
workers simply cannot understand. Is it not 
likely that in such situations the answer is to 
be found not in the plant conditions, but in 
what was going on in the man’s mind at the 
time of the accident? He may have been pre- 
occupied with some personal problem that was 
more important to him at the moment than 
the job. Possibly the night before he had had 
a letter from his son saying that he had de- 
cided to quit college, thus shattering the 
dream of his father’s life. Possibly it was a 
wayward daughter, or maybe it was just as 
simple as a bad quarrel he had with his wife 
the night before, for which he has been 
ashamed all day. In other words, we have had 
great research into the circumstances that go 
on around the man and almost none as to 
what goes on inside him. 

Now as to all of the foregoing problems, 
the beginnings of research are apparent, and 
merely need intelligent support. Even in the 
realm of human behavior the science of psy- 
chology has left the campus and joined man- 
agement as a working tool. But in terms of 
balance and perspective the physical sciences 
are still the giants in the estimation of man- 
agement, and the social sciences the pygmies. 

Leadership 

But out there in the deep shadow lies one 
perplexing problem which dominates the 
thinking of management at each successive 
level, yet one as to which only the faintest 
glow of research has begun, and one to which 
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no management that I know of contributes 
support of any kind. Ask yourself this ques- 
tion: what is the rarest commodity in the 
world today? I think you will agree upon re- 
flection that it is not uranium nor is it one 
of the rare chemicals such as are listed on the 
records of the research institutes. 

No, the rarest commodity in the world to- 
day is leadership. In government, in educa- 
tion, in industry, at every level, the world 
cries out for leadership. 

But what is leadership? We all know it 
when we see it, yet who can define it or state 
its specifications? By what tests may it be 
determined, and by what standards may its 
effectiveness be measured? Who will invent 
the geiger counter by which one may pass 
through a crowd of 10,000 men and be 
stopped instantly before a great leader by the 
emanations of his personality? What a mag- 
nificent thing it would be for industry if 
among young men of thirty-five years of age 
management could determine with accuracy 
who at fifty should be president and who the 
vice president and who the treasurer. Were 
such a tool available, industry could then for 
the first time in its history be sure eventually 
to choose executives with leadership who had 
been properly trained for their jobs. 


Characteristics of Leadership 


Here are some of the subjects which I sug- 
gest should be examined by a research pro- 
gram into leadership: 

To begin with one might ask the question 
of whether knowledge is essential to leader- 
ship. Here I would set up a caution. Knowl- 
edge might easily be over-rated as an aspect 
of leadership. In hiring young men we do not 
choose them for what they know, but for their 
capacity and willingness to learn. Knowledge 
is kept in books and books on shelves, and the 
important thing is to know in what book to 
look. When too many facts are carried in the 
mind, ideas may be excluded, and it is ideas 
that are important in the modern world. The 
man with the prodigious memory often mas- 
querades as a leader because his uncanny 


knowledge of dates and unimportant facts 
breeds inferiority in those about him. Yet it 
is doing something with facts that counts, and 
not the mere knowing of them. 

But what about wisdom? Is this the very 
essence of leadership? Or for that matter what 
is wisdom? Is a man born wise, or does he 
achieve it by experience? In management, 
wisdom would seem to be the insight to de- 
termine as between alternative courses of ac- 
tion that which will seem to have been best 
after the lapse of time. This is close to the 
judicial quality. But, obviously, a man 
might have the gift of knowing which course 
of action is right without being able to do any- 
thing about it, or he might limit the effective- 
ness of his wisdom by taking too long a period 
of time to evaluate as between the alternates, 

So probably decisiveness must be added to 
wisdom as a qualification of leadership. Some- 
times as between six courses of action it is 
more important to select one and get on with 
the job than it is to determine with complete 
accuracy which is the more desirable. Decision 
is choice, but it also implies crispness and 
clarity. 

Other Qualities 

But to achieve action, decisiveness requires 
persuasion as a tool. Persuasion involves the 
use of the written and the spoken word, arts 
which are not too widely and effectively em- 
ployed today by management people. Those 
who have been trained as research workers are 
sometimes the most inhibited in this respect. 
Nor, since leadership is a personal thing, can 
this lack be supplied by professional writers 
or public relations experts. Today the public 
wants to hear directly from the man who 
forms policy. When he stands up in front of 
an audience and says briefly and plainly that 
which he honestly believes, he influences con- 
duct. This, of course, involves knowing what 
one believes. In fact, if a conviction is held 
deeply, the words are bound to come. 

Moreover, a man may have decisiveness 
and still not lead. He may try to do the whole 
job himself. He may take sixteen hours to 
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accomplish alone what ought to be done in 
four hours with the help of others. This may 
come about through an excess of modesty, as 
it may suit his nature better to undertake 
everything alone than to place a part of the 
burden upon others. 

So to decisiveness one must add assurance 
as a quality for leadership. Here the delicate 
question of balance is involved. Leadership 
must avoid on the one hand the blatant type 
of over-confidence which is born of ignorance, 
and on the other, humility that has degen- 
erated into weakness. 

Finally, as we approach the splitting of the 
ultimate atom of leadership, we encounter an 
emanation which no one yet can fully under- 
stand. A man may have all these qualities 
and still not possess leadership. He may lack 
that radiant quality which cannot be put into 
words. Whatever it may be, this radiance is 
the very essence of leadership. Those who 
stand in the presence of such a man instinc- 
tively want to do what he does. By his ex- 
ample, by his choice of words, by his perfect 
timing, by all of these and more, they in- 
stinctively come to believe that the right 


course has been chosen, that it will succeed, 
and that it will be easy. 

This then is the briefest sort of list of the 
imponderables that management must weigh 
from day to day. Any businessman could add 
a dozen more. 


Management’s Role 

And the lesson it bears for management, it 
seems to me is clear. Not for one moment 
should we pause in our magnificent drive to 
crash througn the remaining barriers that 
block full understanding of the processes of 
nature. Research into the physical sciences, 
whether applied or basic, must go on with full 
and enthusiastic support from industry. But 
with equal enthusiasm and equal resourceful- 
ness, we must bring support to research that 
bears upon these elusive and abstract prob- 
lems to which we cannot apply the calipers 
and the microscope. Who shall say but that 
the future of American industry may depend 
even more upon the solutions of these ques- 
tions than it does upon the further improve- 
ment in machines, or processes, or products? 


BUSINESS BRIEFS 


YOUR OWN BUSINESS 

A completely revised version i a booklet 
entitled Establishing and Operating Your 
Own Business has been issued by the U. S. 
Department of Commerce. The booklet dis- 
cusses the pertinent factors connected with 
establishing and operating a new business in- 
cluding: Personal qualifications; capital re- 
quirements and sources of capital; selecting a 
location; management problems; importance 
of adequate records; laws and regulations to 
be observed; and taxes and insurance. A 
check list is provided and is designed to stimu- 
late thought and help the prospective business 
owner prevent mistakes and avoid failure. 

Copies of this booklet are available at your 
nearest Commerce Field Office for 25 cents 
each. 
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GUIDEBOOK FOR SMALL BUSINESS 

Mobilization Guide for Small Business— 
issued by the Defense Production Administra- 
tion—is designed to help small and medium 
size firms make a maximum contribution in 
meeting defense needs and maintaining the 
highest possible output of consumer goods. 

Through the use of this booklet, the busi- 
nessman can locate quickly the services his 
Government is providing so he can share, 
insofar as requirements exist and his capabil- 
ities permit, in defense orders and in obtain- 
ing materials available to supply consumer re- 
quirements. 

Copies of the guidebook may be obtained 
by writing the Defense Production Admini- 
stration, Office of Small Business, Washington, 
D. C. 
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| This tax makes “cheap dollars” available 


for use in many appropriate ways. 


Management Under the 


Excess Profits Tax 


N January 3, 1951, when President Tru- 

man signed the bill imposing an excess 
profits tax on American business, an impor- 
tant change in direction was forced on busi- 
ness management 

Whether this change in direction will be 
a turn to the left, to the right, or into the 
third dimension remains to be seen. What 
must be remembered, however, is that the 
change was made in spite of clear warnings 
of responsible business leadership, in a hur- 
ried gesture to satisfy political pressures and 
popular hysteria, with little discussion and 
with no debate on the floor of the House and 
only four hours in the Senate; and, at the 
time, with no revenue heeds for a fiscal 
measure of any kind. 

The circumstances under which the excess 
profits tax was passed are dramatic and 
disturbing. 

Let us remember that prior to the Korean 
crisis in June, 1950, there were strong ele- 
ments of public opinion which were reflected 
in the Congress, which believed in and which 
advocated an excess profits tax on business 
as a matter of principle. 

Representative Helen Gahagan Douglas of 
California introduced as early as December 
15, 1947, a bill to impose an excess profits 
tax on business. Congressman Dingell of 
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Michigan introduced an excess profits tax bill 
on January 3, 1949, and Congressman Eber- 
harter of Pennsylvania introduced a similar 
measure on April 24, 1950. After the Korean 
crisis occurred, Senator O’Mahoney on July 
31, 1950, presented the first of his four 
amendments to the tax bill of 1950, the tech- 
nical work for the preparation of such a tax 
presumably having gone on for some time. 


Korea the Occasion 


The Korean crisis was the occasion for pro- 
moting a tax policy that had been developed 
in various quarters without reference to any 
defense or emergency requirements. 

The O’Mahoney resolution was presented 
to the Senate after public hearings on the tax 
bill of 1950 had been completed. It was pre- 
sented without the concurrence of the Senate 
Committee on Finance, the proper Committee 
to examine and to recommed tax legislation 
to the Senate. The O’Mahoney resolution was 
defeated only after assurances had been given 
that an excess profits tax would be introduced 
in Congress by the appropriate Committees 
by the end of 1950, if it was at all possible to 
do so. 

The Ways and Means Committee of the 
House, under Chairman Doughton’s leader- 
ship, refused to hear testimony bearing on 
the question of whether there should be an 
excess profits tax, confining witnesses to “what 
kind of an excess profits tax” would be most 
acceptable. The Senate Committee on Finance 
did not make a similar mistake in denying 
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the right of petition on a vital legislative pro- 
posal, but the rush to secure passage of a bill 
in the closing days of 1950 made reasonable 
opportunity for discussion and debate im- 


possible. 
No Revenue Need 


There was no revenue need for an excess 
profits tax in 1950. There was no sufficient 
reason why the measure could not have been 
put over until 1951 and given the analysis 
and discussion which a basic change in tax 
policy deserves. 

The testimony of business executives, of 
tax lawyers and accountants, and of econo- 
mists was overwhelmingly against the bill. 
Strong elements in agriculture opposed it. 
Generally speaking, only labor supported leg- 
islation calling for an excess profits tax, and 
the witnesses from the labor groups asked for 
more extreme measures than were finally en- 
acted into law. 

The opposition to the excess profits tax 
came from every segment of business— 
whether the tax would be for them a burden 
or a benefit. 

Business did not object to higher general 
levels of taxes on business profits if such taxes 
were needed for revenue purposes. 

But business leaders knew and they ex- 
plained that the excess profits tax would cre- 
ate a tax-oriented business management, 
which, in their opinion, would result inevitably 
in a drastic, and probably unwholesome, 
shift of emphasis in the carrying on of busi- 
ness enterprise. 

Effect on Management 


This new excess profits tax of ours has 
already begun to produce a tax-oriented busi- 
ness management. 

It is of course true that high corporate and 
personal tax rates, existing before the excess 
profits tax was imposed, affected business 
judgment and personal judgment in a thous- 
and different days. But the excess profits tax, 
for reasons which I shall presently discuss, 
is something different from merely a high or 
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a higher rate of tax. The excess profits tax 
makes a change in the kind of business sys- 
tem we shall have in this country. Business 
management must learn this new kind of 
business system. 

Let it be clear that I am only describing 
what has happened and what is happening. 
I am not arguing or criticizing, praising or 
blaming. My purpose is to analyze as objec- 
tively as I can the changes that have already 
taken place, and to suggest some of the con- 
sequences that can be expected as a result of 
the tax-orientation of business management. 

On one question there can be a sharp differ- 
ence of opinion. That question is this, “Is it 
proper for business management so to conduct 
its affairs that within the law it will minimize 
the tax consequences of its operating de- 
cisions?” Or to put the question in another 
way, “Should business management carry on 
efficiently its task of producing, servicing and 
distributing its products without regard to 
tax consequences, and then let the taxes paid 
be an end result determined by accountants, 
auditors and tax collectors on the basis of 
records after the fact?” 

To many of you this may seem an unreal 
question, but I can assure you that it states 
an issue that is charged with high emotion. 
In the most unexpected quarters the opinion 
is held that tax avoidance, even within the 
law, is a bad practice and contrary to the 
public interest. 


Minimizing Tax Consequences 

Let me state my position on this question. 
Briefly it is this, that it is not only proper, 
but that it is the duty of management to mini- 
mize by all lawful means the tax consequences 
of business decisions. It is a duty because 
business management is a trustee for all 
parties at interest in the health and growth 
of the business—stockholders, workers, ven- 
dors and customers. The taxing power is in 
the Congress. It is for Congress to determine 
in tax laws the rates and circumstances where- 
by individuals and businesses shall be taxed. 
The individual may, if he so desires, pay more 
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than the law requires—the injury is to him- 
self alone. 

The management of a business is not a free 
person. It is acting for others who depend on 
the business for products, for services, for 
markets, and for income. The programs and 
the decisions of management must be respon- 
sibly geared to the welfare of those who are 
parties to the business. 

Accordingly, the tax policy of management 
should be to pay such taxes as are legally 
imposed—no less, and equally no more. As 
trustees for the parties at interest in a busi- 
ness, it is the duty of the management to 
conduct its affairs so that the burden of taxa- 
tion on the business enterprise will be the 
minimum consistent with the requirements of 
law and with the health and development of 
the business. 

This answer to the question of how business 
management should think about its tax policy 
is, in my opinion, ethically correct and in the 
public interest. 


Consequences of the Tax 


Now that the excess profits tax is law, and 
that it is likely to continue to be a law until 
July 1, 1953, at least, let us explore the re- 
sponsibilities of management under the excess 
profits system. 

In my following remarks, I am leaning 
heavily on the research and deliberations of 
the Business Committee on Emergency Cor- 
porate Taxation. Many of you were members 
of that Committee, many more of you would 
have been members if there had been time to 
invite you. 

In the testimony which I gave to the Sen- 
ate Committee on Finance in behalf of the 
Business Committee on Emergency Corporate 
Taxation, three principal consequences of any 
excess profits tax were emphasized. 

First, it was pointed out that the excess 
profits tax is conspicuously inequitable. This 
tax is an evil brew of inequity, exception, 
exemption and privilege. Even if an excess 
profits tax with all its other defects were 
needed, which clearly it was not, it should 


have been rejected in principle on this ground 
alone—that it will undermine the moral com- 
pulsions that are necessary to make any tax 
system work. 

Second, it was contended that an excess 
profits tax would be harmful to investment, 
and therefore to the building up of fixed assets 
necessary to an expanding economy. 

Third, it was shown that the excess profits 
tax created for those companies subject to 
excess profits tax, a double standard of ex- 
pense dollars, and that the existence of two 
kinds of money would force a new basis for 


‘managerial judgment affecting all phases of a 
business. 


Two Kinds of Dollars 


Tax-orientation of management is the con- 
sequence of high marginal excess profits tax 
rates. Under such rates, to the extent a busi- 
ness is subject to excess profits taxes, manage- 
ment has two kinds of dollars to work with. 
It has cheap earned dollars and expensive 
earned dollars. Cheap earned dollars are those 
which, if not spent, will be taxed at high 
marginal rates; expensive dollars are those 
which are taxed at ordinary rates. 

Under the present excess profits tax law, 
the marginal rate is 77%, so the cheap earned 
dollar is worth 23c. The ordinary rate is 47%, 
so the expensive earned dollar is worth 53c— 
more than twice as much as the cheap dollar. 


If the marginal rate is increased still further, _ 


the cheap dollar will become cheaper still. 

The possibility of carelessness and waste as 
a result of government-induced private spend- 
ing is a matter of common knowledge. What 
is less well understood is the fact that the 
existence of cheap dollars makes prudent 
many business activities that would not be 
prudent except for the fact that the dollars 
expended are cheap. 

The excess profits tax is therefore not a 
burden, but a subsidy. It provides cheap dol- 
lars to the profitable and established company, 
dollars which can and must be used by a re- 
sponsible management to safeguard and to 
extend the position of such a company against 
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competition. If a company is not in excess 
profits, if it is weak in earnings, or young, or 
with inadequate capital—in other words, if it 
has only expensive dollars in its arsenal, it is 
at a double disadvantage as against its en- 
trenched rival with tax-created cheap dollars 
at its disposal. 

The battle for markets, through better 
products, better coverage, better inventory 
stocks—yes, and through better advertising 
and promotion, too—will be a battle between 
the cheap expense dollars and expensive ex- 
pense dollars, and the cheap dollars will win 
because they can extend farther and can take 
more risks. 

By reason of the excess profits tax, the gov- 
ernment has created a double standard of dol- 
lars with favors going to those who are al- 
ready strong. The excess profits tax is a 
veritable engine of concentration, compelling 
prudent and aggressive business management 
to use wisely its cheap dollars to entrench and 
to expand. With government-excess-profits- 
tax-cheap dollars, the big will grow bigger and 
the small and weak will merge with them, or 
die. 

If this is true, why then did even big busi- 
ness oppose the excess profits tax? The reason 
is that all business wants to avoid putting tax 
considerations before market considerations; 
because when this happens, competitive enter- 
prise based on efficiency and ingenuity in 
serving the public’s demands will have been 
distorted by artificial and irrelevant factors 
which have nothing to do with skill in making 
and distributing the things and services that 
people want. 

Avoid Wasteful Expenditures 


The existence of cheap dollars does not 
justify waste, extravagance or carelessness in 
the administration of business expenditures. 
The wasteful use of cheap dollars is as blame- 
worthy as the wasteful use of expensive dol- 
lars. With cheap dollars, the temptation is 
greater, and control is more difficult. There 
has been much discussion of frivolous dis- 
bursements based on observations of bad man- 


agerial practices under the excess profits tax 
of World War II. It is true that such practices 
did exist, but the amount of money wasted, 
though conspicuous, cannot have been im- 
portant in the aggregate. There are many ex- 
amples of companies which tightened rather 
than loosened their supervision of expense 
under the last excess profits tax. The same 
good faith on the part of management in the 
prudent direction of a company’s affairs is to 
be insisted upon whether expense dollars are 
expensive or cheap. 

Good faith on the part of management is 
also required to refrain from actions harmful 
to the national interest, but this requirement 
exists whether we have an excess profits tax 
or not. Once again, cheap dollars increase the 
temptation, and clearer vision and a stronger 
conscience are now necessary to avoid man- 
agerial abuse of discretion. One obvious case 
of abuse is the practice of hoarding skilled 
labor. But the clearly black cases shade off 
into uncertain grays, and there are no abso- 
lute standards to guide management in most 
instances of possible conflict between national 
and company welfare. Actions beneficial to 
the national interest are those which will re- 
sult in new or better products and services or 
those which will increase the availability of 
products and services, old or new, to the con- 
suming public. 

Management under the excess profits tax 
is therefore under the obligation to use pru- 
dently and in good faith a double standard of 
expense dollars. 


Risking Cheap Dollars 

In essence, what has happened is that for 
some companies, cheap dollars have been cre- 
ated which make prudent the taking of risks 
that would be considered doubtful if all ex- 
pense dollars had the same value. The fact 
that the present excess profits tax will either 
expire or be extensively and materially 
amended on July 1, 1953, makes it necessary 
for management to put its planning house in 
order at once, since the benefit to the company 
of cheap expense dollars must be gained prin- 
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cipally in 1952. The year 1951 is too soon for 
most, and the first half of 1953 is for many 
a little too late. Generalizations are danger- 
ous, and exceptions will always occur, but I 
think a broad rule may be stated that the 
payment of an excess profits tax by a company 
in 1952 gives a presumption of managerial 
inadequacy—not proof necessarily, but cer- 
tainly a symptom, that the planning and con- 
trol of a company’s affairs leaves something 
to be desired. 

The year 1951 will be the year of planning 
and of decision. The year 1952 will be the 
year of activity and progress. 


Management Problems 


My discussion from this point on will touch 
on five different aspects of managerial dis- 
cretion affected by the excess profits tax, as 
follows: 

1. Accounting and Control 

2. Production 

3. Marketing 

4. Personnel 

5. Capital Structure and Investment 

Obviously the first problem for manage- 
ment is to know whether or not it is in the 
excess profits tax bracket and if so, for how 
much. 

If the company is not in excess profits, then 
every effort should be made to get it there, 
because only then will there be cheap dollars 
available to meet competitive aggression. 

If a company will be in excess profits, then 
the management must know this fact as soon 
as possible, and for how much. The ability 
to forecast will differ with different com- 
panies and with different comptrollers. The 
accuracy of the forecast will become progres- 
sively greater as the months of the fiscal year 
go by, so it becomes necessary to have in 
readiness optional programs that can be 
quickly put into operation. 

Bear in mind that over-spending will give 
you a carry-back or carry-forward to the pre- 
ceding or next fiscal year. Also that such a 

rry-back or carry-forward is of no value 
_ unless the company can exceed its excess 
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profits ceiling. Also remember that comp- 
trollers are constitutionally conservative and 
that their habit is to underestimate rather 
than to over-estimate year-end profits. For- 
merly, this was a good practice, but under the 
excess profits tax, it may turn out to be ex- 
tremely expensive. This is one of the number 


one danger points for management. 
Two Kinds of Money 


If your company is in the excess profits 
range, you have two kinds of money to ac- 
count for and to control. They are as different 
as the currencies of two different countries, 
They must be separated on budget estimates 
and accounts and, in my opinion, it would be 
wise to have a separate name for the new 
money. I suggest the letters “OE”’, standing 
for Optional Expense. Thus we can have OE 
dollars, OE accounts, OE controls, and OE 
programs. 

For a company that is clearly going to be 
in excess profits, amount uncertain, the man- 
agement of the OE program should be as- 
signed to some general officer, not in the ac- 
counting division of the business. Even though 
the amount of OE dollars be only in the low 
six figures, the stakes are too great for casual 
or committee supervision of OE planning. 
Bear in mind that an under-expenditure of as 
little as $100,000 will cost you $77,000 in 
taxes—and the amount may be even greater 
if corporations taxes are increased. 

Particular care must be taken not to let 
OE dollars become identified with regular ex- 
pense dollars. The control of regular expense 
is a separate and an ancient problem. It is the 
OE dollars that are new. The administration 
of OE programs should never be confused 
with regular programs. Particularly, OE dol- 
lars should not be used to get a department 
manager off the hook by transferring his reg- 
ular expense to the OE account. 

Needless to say, OE programs should be 
those that can be quickly started, quickly 
terminated, and should create no precedents 
—except, and this is important, it will be pos- 
sible to experiment with new developments 
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with the idea that the new might perhaps 
justify itself on a regular expense basis. 
Production Policies 

Production opportunities under the excess 
profits tax include everything but those which 
require new capital investment not subject to 
accelerated depreciation. Research on new 
products and new designs, tooling up for new 
markets, reorganization of production flow, 
testing of old and new products under prob- 
lematical conditions, importation of experi- 
mental skills, materials and machines are now 
in order. In fact, any current expense for 
economy or improvement of product that 
seems to be too speculative under ordinary tax 
circumstances may prove to be prudent for 
management with cheap dollars at its disposal. 

The absence of OE dollars should not be 
used as an excuse for delay or unwise restric- 
tions on normal production developments. The 
existence of OE dollars merely increases the 
area of managerial movement and forces 
prompt decisions if competitive advantage is 
to be fully realized. 

Marketing Opportunities 

When people think of marketing in connec- 
tion with the excess profits tax, they general- 
ly think of advertising and of prodigal adver- 
tising at that. Advertising may well offer some 
opportunities, but management knows that 
marketing goes far beyond getting a brand 
name on a billboard. There is the extension 
of branch offices and warehouses to uncertain 
areas, more intensive cultivation of customers, 
new developments in packaging, greater 
knowledge of consumer response to your pro- 
duct as against competition, ana a dozen other 
risky ventures that every restless sales man- 
ager has listed in a folder in his top desk 
drawer marked, “Maybe some day we can 
try it!” 

Public relaticns is a field where we can 
expect full advantage to be taken for legally 
allowable deductions for community, regional 
and national educational and welfare projects. 
This money need not be scattered in well- 


intended but unproductive areas; the distri- 
bution can be so organized as to produce last- 
ing benefits to any company. The good-will 
value of a soundly conceived contribution in- 
creases geometrically with its size, a point 
which management sometimes overlooks. 


Personnel Programs 
Many worthwhile projects can be under- 


taken in the area of personnel without getting 
into the business of labor hoarding to which I 
have already referred. OE dollars will permit 
adequate staffing at the managerial level, 
thereby lengthening training periods in antici- 
pation of retirements of executives approach- 
ing retirement age. Apart from retirements, 
many companies have been understaffed at 
the top executive level for years as evidenced 
by lack of time to participate in the discussion 
and formulation of national policy of vital 
importance to business. 

Useful experiments in training, especially 
of executives and supervisors, can be devised, 
and the successful programs can be carried on 
even if the cheap dollars vanish. 


Capital Investment 

Measures likely to be taken affecting capi- 
tal structure and capital items generally are 
difficult to foresee, partly because of the short 
time of possible benefit, and partly because of 
legal concern relating to valid business rea- 
sons for capital changes. It is apparent, how- 
ever, that many companies are not suitably 
capitalized for efficient operations under an 
excess profits tax, and much study will be 
given to the overhauling of capital structures 
if it seems likely that the tax will be con- 
tinued beyond 1953. 

All possible charge-offs for bad debts, obso- 
lescence and depreciation will of course be 
made. Dividend payments may be made par- 
tially in cash and partially in stock. Assets 
subject to mortgage will be more readily ac- 
quired. The taking of capital gains and capi- 
tal losses will be timed with excess profits tax 
considerations in mind. The holding of state 
and municipal bonds will be examined with 
a jaundiced eye. 
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Buildings and machinery will be repaired 
and maintained at great advantage over com- 
petition with no OE dollars to plan with. 
Long-term commitments involving annual 
amortization will be avoided; leases, for short- 
terms and even at high rates will be preferred. 

It is apparent that even these simple and 
obvious questions dealing with capital items 
will give management under excess profits tax 
plenty of scope for imaginative planning. 

What about the stockholders? How do they 
benefit through the entrenchment of their 
company by the expenditure of OE dollars? 
It is true that a ceiling is placed on earnings 
at the level at which excess profits begin. The 
benefit to the stockholder arises from an in- 
creasing coefficient of certainty on the leveled- 
off earnings of the company. This increase of 
certainty of earnings will be reflected in rela- 
tively higher prices for the company’s shares, 
with the possibility of long-term capital gains. 
In some cases the management will feel able 
to recommend a larger percentage of earnings 
for distribution as dividends than would have 
been the case except for the added certainty 
of basic earnings given by the existence of 
OE dollars at management’s disposal. 


Point IV Enterprises 


There is one great area open to manage- 
ment in which cheap dollars can be ventured 
in a way that will support strongly national 
policy and the general welfare. This great area 
is that embraced by possible Point IV enter- 
prises. 

Here is the opportunity in 1952 to take 
risks in foreign undertakings that would not 
be prudent if we did not have a double stan- 
dard of dollars. True, the time available to 
plan and to execute a one-company OE pro- 
gram on the international front is extremely 
limited. But preliminary explorations can be 
made for raw materials, designs and markets 
that in a few or many cases can be profitably 
developed even should OE dollars disappear. 
The greatest risks will have been taken when 
it is least expensive to do so. 

And this support by private business of the 
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Point IV policy will fall to the companies 
strong enough and competent enough to fol- 
low through on promising opportunities, since 


these are the very companies that now will © 


have cheap dollars at their disposal. 


The Future of the Tax 


What is likely to happen to the excess 
profits tax after July 1, 1953? Even if the 
defense crisis lessens, which is not likely— 
and even if the revenue from the tax is on its 
way toward the vanishing point, it is by no 
means certain that the excess profits tax will 
be allowed to lapse. Although in 1950 busi- 
ness was almost unanimous against the tax, 
by 1953 many business managers will have 
found their competitive position substantially 
improved by reason of the cheap dollars at 
their disposal. They cannot reasonably oppose 
a revenue measure that is helpful to their 
companies. 

On the other hand, certain elements on the 
liberal-labor front who have in the past advo- 
cated an excess profits tax may decide they 
were mistaken—because of the unequal and 
unpredictable consequences of having a double 
standard of dollars at the disposal of business 
managers. But there will be those in the labor 
group representing workers in the more power- 
ful and profitable companies and industries 
who will appreciate the value of cheap dol- 
lars for the welfare of their constituents. They 
can be expected to support the continuance 
of the tax. 

It is not unlikely that a case for the excess 
profits tax will be made by some students of 
public affairs on the grounds that the benefits 
of the tax go to the business managements 
which are most imaginative, alert and aggres- 
sive, and that this type of indirect subsidy 
thereby strengthens our American competitive 
system of production and distribution. 

In spite of the controversy that we are 
likely to have in the latter part of 1952 and 
early 1953, my guess is that the tax will be 
permitted to lapse. The reasons are simply 
that the tax will prove to be in practice ex- 
tremely complicated to administer, that it will 
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produce grotesque and conspicuous inequities, 
and that the revenue from the tax will become 
progressively and proportionately less, even 
within the short period ahead. 

The excess profits tax had few friends 
among those in Congress or in the Executive 
Branch who were knowledgable about tax 
matters. In the absence of public hysteria and 
in the presence of a legislative failure, it 
seems to me unlikely that sufficient strength 
can be mustered by the friends, old and new, 
of excess profits taxation to re-enact such a 


measure in 1953. 
The existence of cheap OE dollars in the 


economy, even if every one of them is pru- 
dently used, is unquestionably in some meas- 
ure an inflationary influence. But if these 
dollars are used wisely, as I believe most of 
them will be, this inflationary influence will 
be offset by social gains in terms of newer and 
better products, wider availability of the more 
acceptable consumers goods, more efficiency 
in the maintenance and more economy in the 
replacement of capital goods. 

Management under the excess profits tax 
will have a great chance and a great test to 
show its ability to associate the public interest 
with aggressive competitive enterprise. 


BUSINESS BRIEFS 


TAX RULING ON BOND EXCHANGES 


Bond exchanges under the United States 
Treasury’s current offer should be treated for 
income tax purposes like sales at face value. 
This has been the ruling of the Commissioner 
of Internal Revenue in answer to a request 
from the Treasury. The Treasury is offering 
nonmarketable 234 per cent bonds due in 
1980 and callable in 1975 in exchange for 
currently outstanding 24 per cent bonds due 
in 1972 and callable in 1967. The Commis- 
sioner says that those accepting the offer must 
report the transaction as if it were a sale. He 
continues: 

“The gain or loss will be the difference be- 
tween the cost or other basis of the old bonds 
and the fair market value of the new bonds 
on the date of exchange. In the computation 
of such gain or loss the face amount of the 
new bonds will be regarded as their fair mar- 
ket value on the date of exchange.” 

The gain or loss so computed will be a 
capital gain or loss, except in the case of 
dealers who hold securities primarily for sale 
to customers in the usual course of business. 
They will incur ordinary gain or loss when 
they make the exchange. 
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MICHIGAN AVERAGE FAMILY INCOME 


"U.S. Census reports show Michigan’s aver- 
age annual family income is $3,532 or $67.92 
per week. Approximately one half of all Mich- 
igan families had incomes ranging from $50 
to $100 weekly. Breakdown of incomes as a 
percentage of the total in urban and rural 
non-farm areas is noted below: 


Under $1,000 8.9% 
$1,000-$2,500 14.8% 
$2,500-$5,000 49.8% 
$5,000-$7,000 17.7% 
$7,000-$10,000 .................... 5.8% 
$10,000 and over ................ 3.1% 


SALES EXPECTATIONS HIGH 
FoR 1951 


American business expects 1951 sales to be 
about 10 per cent above the high dollar vol- 
ume of 1950, according to a Department of 
Commerce survey recently completed. Sales 
expectations as compared to the whole year 
1950 are 8 per cent higher for mining com- 
panies and electric and gas utilities, 10 ner 
cent more for retailers, 11 per cent for manu- 
facturers, and 13 per cent higher for the non- 


rail transport group. 
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Michigan Business Indicators 


MILLIONS OF DOLLARS 


1000 
MICHIGAN BANK DEBITS 
12 CITIES — LOWER PENINSULA 

( ADJUSTED FOR SEASONAL VARIATION } 


1945 1946 1947 1948 1949 1950 1951 
BANK DEBITS—THE MOST INCLUSIVE MEASURE OF BUSINESS ACTIVITY—Despite the 


adverse effect of a transit strike in Detroit the bi-monthly average for April and May is unchanged 
from the previous two months. 


MILLIONS OF DOLLARS 


MICHIGAN BANK DEBITS 
12 CITIES — UPPER PENINSULA 
( ADJUSTED FOR SEASONAL VARIATION ) 


1945 1946 1947 1948 1949 1950 1951 


UPPER PENINSULA BANK DEBITS—No new trends are apparent in the pattern of general 
business above the straits. i 
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400 

200 

100 

ELECTRIC POWER CONSUMPTION 
( INDUSTRIAL ) 
‘ IN TEN MICHIGAN CITIES _ ull 
1945 1946 1947 1948 1949 1950 195! 

e POWER CONSUMPTION-—April and May showed the expected sidewise movement in power 
d zonsumption. No decided change is likely at this time. 

THOUSANDS 


MICHIGAN EMPLOYMENT 
(NON-AGRICULTURAL ) 


' 1945 1946 1947 1948 1949 1950 1951 
EMPLOYMENT-—Employment continues steady at a very high level. 
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be affected, and their limitations. 


The relationship between the quantity of money and 
inflation, the methods by which the quantity of money can 


Monetary Controls and Inflation 


INCE the outbreak of hostilities in Korea, 
inflationary tendencies in the form of ris- 
ing prices have been only too evident. Con- 
cerning inflation itself there seems to be una- 
nimity of opinion: most people deplore it, at 
least publicly, which puts it in the general 
category of “sin.” But at this point agree- 
ment seems to end. When it comes to deciding 
what factors have been primarily responsible 
for the rise in prices and what to do about it, 
there are widespread, and often bitter, differ- 
ences of opinion. Like many economic and 
political matters, the general problem is clear 
but the diagnosis and treatment are much 
more complex and controversial issues. In this 
article the discussion will be centered on the 
monetary side of the inflation question. More 
specifically, brief inquiry will be made into, 
first, the nature of monetary controls, and, 
, second, some of the problems surrounding 
their use at the present time. 
Monetary controls presumably bear on the 
supply of money. There are, therefore, two 


About the author— 

Dr. Hayes is Assistant Professor of Finance, and 
teaches courses in money and banking, and invest- 
ments, in this School. 


Douglas A. Hayes 


major questions in connection with the mone- 
tary aspects of inflation. First, has the change 
in the money supply since Korea been the 
principal cause of the rise in prices to date? 
Second, within the existing statutory and in- 
stitutional framework, can the monetary au- 
thorities control the supply of money effec- 
tively? 


The Money Supply and Inflation 


With respect to the first question, it is not 
possible to give a conclusive answer. The 
following table shows that the supply of 
money has increased about 5 per cent since 
Korea whereas the cost of living has risen 
8.6 per cent, and wholesale commodity prices 
have advanced more than 17 per cent. Ob- 
viously there has been a direct relationship 
between money and prices but it has been by 
no means proportionate. 

For this reason many economists, govern- 
ment officials, and businessmen have blamed 
more rapid spending of existing money rather 
than the increase in the total money supply 
for the rise in prices over the past year. Un- 
doubtedly there has been a tendency for con- 


MONEY SUPPLY, PRICES, AND BANK CREDIT 
(In Billions of Dollars) 


Available Money 


Currency and Demand Deposits ............ 


Bank Credit—Commercial and Saving Banks 


Government Obligations 


Bank Reserves 


Cash Assets—Commercial and Saving Banks 


Member Banks—Federal Reserve Deposits 
Federal Reserve Bank Credit 


Government Obligations 


Wholesale Commodity Prices ............... 
Source: Federal Reserve Bulletin, May 1951. 


June Feb. Per cent 

1950 1951 Increase 

110.0 115.2 4.7% 
§2.0 61.5 18.2 
77.3 69.8 — 9.9 
13.6 14.8 9.0 
34.0 37.4 10.0 
15.9 19.0 25.7 
18.3 21.9 20.0 
4 1.3 225.0 
170.2 183.8 8.6 
157.3 183.6 17.2 


Price Indices 
Michigan Business 
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sumers and business enterprises to prefer 
goods to money. In general terms it can be 


stated that these groups as a whole have lost. 


some of their respect for monetary balances 
and other dollar assets during the past several 
months. Such circumstances, accompanied by 
an inability to increase the flow of goods by 
significant proportions will no doubt produce 
inflationary symptoms. 

However, it is also arguable that part of 
the loss of respect for money may have been 
brought about by the knowledge that addi- 
tional money could be easily obtained if re- 
quired. One might naturally be inclined to 
spend more readily if it is known that addi- 
tional funds can be obtained without great 
difficulty. But even if a given consumer or 
business could not foresee an easily available 
reservoir of additional funds, expectations 
that others could and would obtain new money 
easily may have produced some uneasiness 
concerning: the desirability of maintaining 
monetary balances or dollar assets intact. 
Thus if convincing evidence had been forth- 
coming that new money was not going to be 
readily available from the banking system, 
which under existing institutional arrange- 
ments is the primary source of additional in- 
crements to the money supply, then it is quite 
possible that the public might have had less 
contempt for their existing dollar assets. The 
net result might have been a lesser amount 
of spending. 

This argument, however, cannot be carried 
too far. Prospective shortages of goods prob- 
ably were responsible for a substantial part of 
the preference for goods relative to money. 
And the recent moderation and even weakness 
of prices may have largely resulted from the 
fact that shortages have not developed as pre- 
dicted. Because a good deal of the shortage 
“talk”. originated from government officials, 
the government itself must assume responsi- 
bility for at least some share of the rise in 
prices following Korea. The contribution to 
inflation by loose statements on the part of 
supposedly responsible governmental officials 
has not been one of the more creditable per- 
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formances over the past year. But in spite of 
these unfortunate utterances, the prevalent 
opinion that the money supply could not be 
adequately controlled must also bear a share 
of the responsibility for the inflationary ten- 
dencies. It is problems in this connection that 
will be the concern of the remainder of this 
discussion. 
Nature of Monetary Controls 

At the present time there are, theoretically, 
three different weapons involved in the quan- 
titative control of money. First, there are open 
market operations whereby the Board of Gov- 
ernors of the Federal Reserve System increase 
or decrease the government bond holdings of 
the Federal Reserve Banks. When “govern- 
ments” are sold by the Federal Reserve on 
the market, checks drawn on the banks to pay 
for them are charged to the reserve accounts 
of the drawee banks held with the Reserve 
Banks. The purchase of governments by the 
Federal Reserve results in an increase in bank 
reserves as the proceeds from the purchases 
are deposited in the banks by the sellers of 
the bonds. In this way bank reserves increase 
as the Federal Reserve Banks add to their 
holdings of government obligations and de- 
crease when and if such obligations are sold. 

Second, the Board of Governors can vary 
the percentages of deposit liabilities that the 
member banks must keep as a legal reserve 
on deposit with the Federal Reserve banks. 
Like open market operations, this weapon 
has an immediate and direct effect on the 
volume of excess bank reserves. For example, 
if a bank has $1,000,000 in deposits and 
$250,000 in legal reserves, its excess reserves 
would be $150,000 under a 10 per cent re- 
serve requirement; but only $50,000 if the 
reserve requirement was raised to 20 per cent. 
And it is the volume of excess reserves that 
controls the lending power of each individual 
bank. It should be noted, however, that there 
is a limit on the power of the Federal Reserve 
to increase reserve requirements and they are 
now, with a minor exception, at the maximum 
permitted levels. 
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Third, the Federal Reserve authorities can 
change the interest cost that banks must pay 
when and if they decide to borrow from the 
Reserve banks. This is technically known as 
the control over the rediscount rate. Strictly 
speaking, it merely puts the member banks 
on notice that they will have to pay a higher 
price to replenish their reserves by borrowing 
should it become necessary to do so. If the 
banks have excess reserves and are not in debt 
to the Federal Reserve, a change in the re- 
discount rate would seem to be of little im- 
portance. However, some banking authorities 
claim it has “psychological” value which may 
lead the commercial banks to raise their rates 
on loans and possibly scrutinize loan applica- 
tions more carefully. 

From the above brief description of the 
quantitative measures, it is now possible to 
make one fact absolutely clear. That is that 
these weapons bear on the total volume of 
bank reserves available to the banking system 
as a whole and that is all they do. Some banks 
may be more directly concerned than others, 
because their reserve positions at the time 
these powers are used may be close tc the 
minimum requirements whereas others may 
have substantial excesses. In addition the 
large city banks may be somewhat more af- 
fected than the smaller country banks because 
the latter typically carry deposits with the 
city banks. Thus the country banks might 
conceivably adjust an impaired reserve posi- 
tion with the Federal Reserve by transferring 
funds from the city banks, an action which 
places the main burden of adjustment on 
these banks. 


Effects of Quantitative Controls 


But regardless of which group of banks is 
likely to be most hard hit by these monetary 
controls, they do not and cannot dictate how 
the banks concerned shall adjust their reserve 
positions to the requirements brought about 
by the exercise of these weapons. As a result, 
the monetary authorities today cannot predict 
with any degree of certainty the precise area 
of the money market and the economy that 


will be affected when these controls are used. 
This unfortunate aspect of present day mone- 
tary management can be largely ascribed to 
the change in the composition of bank assets 
in the last twenty-five years or so. Up until 
that time the assets of the banks were largely 
short-term instruments. When pressure was 
put on bank reserves, the main repercussions 
were on the availability and cost of short- 
term money such as is represented by the tra- 
ditional type of commercial loans. But today 
bank assets are composed not only of short- 
term instruments, but also of long-term bonds 
and to some extent loans of fairly long matur- 
ities. 

This situation means that banks have cer- 
tain alternatives when pressure is put on their 
reserve positions in order to restrict their 
ability to increase the money supply. They 
might attempt to sell short-term marketable 
instruments, such as Treasury Bills or com- 
mercial paper, in which case short-term money 
in the so-called open market may be reduced 
in availability and increased in cost. It is also 
possible that the banks will press their ordi- 
nary borrowing customers for repayment. 
However, it should be emphasized that this 
action is unlikely so long as alternatives exist 
because of the competitive necessity of satis- 
fying such borrowers. Another possible alter- 
native might be the sale of long-term bonds. 
If such bonds are sold in quantity, then the 
bond market may weaken and long-term bor- 
rowed capital may temporarily become scarce 
and more costly. 

As a result, it is possible that “quantitative” 
controls invoked with the intention of reduc- 
ing the volume of new bank money available 
to finance inventories (say) will have no effect 
on commercial loans made for this purpose, 
but will cause a break in bond prices and re- 
sult in a temporary inability to finance con- 
struction programs of utilities and industrial 
companies. As an incidental factor, this in- 
ability to predict with any degree of assurance 
the reaction to monetary controls may upset 
the debt management program of the Federal 
Government. 
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A difficulty of this general nature was ex- 


perienced in 1937. At that time the monetary. 


authorities were concerned with price infla- 
tion (very mild, as viewed in retrospect) of 
certain commodities. Therefore, they decided 
to take steps to restrict the volume of credit 
available to finance speculative inventory 
commitments. The percentage reserve require- 
ments of the member banks were doubled in 
successive steps through a period of some 
eight months. The results were rather appall- 
ing. Commercial loans to business enterprises, 
which include inventory loans, continued to 
increase in volume and the cost was not per- 
ceptibly increased. But long-term government 
bonds were sold by certain banks, largely in 
New York, in fairly large quantities, and both 
the bond market and the stock market broke 
rather decisively. There was certainly no indi- 
cation that the monetary authorities desired 
that particular result from their policies. On 
the contrary there was continuing concern 
among economists and government officials at 
that time with the low level of long-term in- 
vestment expenditures that were being made. 
Yet the results of monetary controls used at 
that time directly impaired the availability of 
long-term investment funds. 

The above analysis suggests one major 
problem of present day monetary policy. This 
is that so long as long-term bonds are owned 
by the banks it will not be possible for the 
monetary authorities to exercise a very pre- 
cise control over the particular types of loans 
and investments made by the banks. One pos- 
sible solution for this dilemma might be the 
granting to the Federal Reserve authorities 
the power of requiring a certain “investment” 
reserve of government bonds to be held by 
the banks. In this way the liquidation of long- 
term bonds might be partially prevented, but 
it will make bank assets less flexible and per- 
haps diminish their liquidity. 

“Quantitative” Controls and the 
Money Supply 

There is no doubt that a contraction in the 

earning assets of banks can be forced by 
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“quantitative” monetary controls when the 
volume of excess reserves of the banks is not 
astronomically large. For example, earning 
assets are reduced when the banks sell gov- 
ernment bonds to the Federal Reserve Banks 
in response to an impairment in their reserve 
positions. In this case the net result on the 
balance sheet positions of the banks is a 
change from government bonds to reserve de- 
posits with the Federal Reserve Banks. 

But this reaction to a restrictive monetary 
policy, which has actually taken place in re- 
cent years, is not the real aim of the monetary 
authorities because there is mo necessary re- 
duction in the amount of purchasing power 
available to bid for goods and services in the 
market. Actual or potential purchasing power 
will be reduced only if the assets sold by the 
banks to build up their reserves are absorbed 
by non-bank investors. When this occurs 
money of the purchasing investors is trans- 
ferred to the selling bank which in turn trans- 
fers it to a deposit with the Federal Reserve 
Bank where it remains as part of the bank’s 
required reserves. In brief the money supply 
of the investor buying the assets from the 
banks is reduced by this process. : 

The money supply would also be decreased 
if the banks allow maturing loans and invest- 
ments to private industry to run off without 
replacement. In this case the borrower must 
reduce his purchasing power in order to repay 
the lending banks. As in the above instance 
the banks then merely transfer the proceeds 
of the matured loans to a deposit with the 
Federal Reserve banks to build up their re- 
serve positions which have been impaired 
through the use of the monetary weapons de- 
scribed above. If the borrower is also a de- 
positor in the lending bank then the deposits 
of the bank will decline as a result of repay- 
ment without any actual increase in reserves. 
But its reserve ratio will go up as a result of 
this process. However, as indicated above, 
banks, for competitive reasons, probably 
would not be inclined to reduce loans to bor- 
rowers in their home communities. The con- 
tinued good-will of such borrowers, who are 
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probably also depositors at times when they par. As a result, the yields on both long and ¢ 
are not in debt, is necessary to the banks. short term obligations have increased marked- Q 
Also for earning reasons the banks will be ly in the last several weeks. However, it is c 
inclined to favor such borrowers. notable that the Federal Reserve Banks have t 
Thus a quantitative restriction of the money purchased a substantial volume of govern- ¢ 
supply and purchasing power depends in the ments since early March to maintain “order- ¢ 
last analysis upon the banks being unable to ly” conditions in the government bond mar- s 
secure additional reserves by the sale of gov- ket. The following table summarizes the s 
ernment obligations to the Federal Reserve changes in the bond portfolio of the Federal I 
Banks. And at this point a most serious prob- Reserve Banks since March 7, and it may be ] 
lem arises. For unless the Federal Reserve observed that more than one billion dollars of ce 
authorities absorb government obligations long-term government obligations have been ( 
when bank and other investors are selling, it purchased after the support pegs were re- I 
means that the Treasury may find it very moved. f 
GOVERNMENT BOND PORTFOLIO 
(Federal Reserve Banks 
March 7 May 23 

Maturity Amount Amount Difference t 

Within 1 year $13,749,157,000 $12,968,309,000 —$ 780,848 
1 year to 5 years ..........0.0005 4,428,723,000 4,436,766,000 + 8,043,000 ! 

Over 5 years eee 4,000,950,000 5,008,411,000 + 1,007,461,000 


Source: Board of Governors of the Federal Reserve System 


difficult to acquire funds from the money 
markets to finance refundings of maturing 
debt and to secure additional money if the 
budget is not balanced. At the very least the 
interest cost on the national debt may rise 
substantially. 


Some Recent Developments 


At least two crucial questions of monetary 
policy may be suggested from this somewhat 
simplified analysis. First, what yields or prices 
on government bonds will induce non-bank 
investors to absorb them from the banks if 
they decide to sell because of the impact of 
monetary controls? Second, under what cir- 
cumstances, if any, will the banks and other 
investors tend to keep their government obli- 
gations and relieve the Federal Reserve au- 
thorities from the necessity of supplying re- 
serve funds (increasing the money supply) to 
keep the government market reasonably firm? 

These questions may be in the process of 
being answered at the present time. The Fed- 
eral Reserve authorities have discontinued the 
policy of buying all governments coming on 
the market when prices tended to go below 


While both those issues which are eligible 
for purchase by banks and those which are 
not eligible for bank purchase have dropped 
below par, and therefore yield somewhat more 
than 2.5 per cent to maturity, there is no 
evidence as yet that the demand for these 
bonds at the lower prices will allow the Fed- 
eral Reserve Banks to dispose of some of 
their holdings. There is also little evidence as 
yet that non-bank investors would invest sub- _ 
stantial amounts in those issues which are held 
by the member banks at the present time. Of 
course in a weak market there may be a nat- 
ural reluctance of institutior al and other in- 
vestors to purchase securities on a large scale. 
When the market settles down, then the higher 
yields may tempt some non-bank buyers. 

With respect to the second question indi- 
cated above, the answer may be more favor- | 
able. There probably is some incentive for | 
the banks to keep government bonds when | : 
yields rise and prices deteriorate below par. 
If they keep them, they can be carried on the | 
books at amortized cost. But if they are sold = 
at a discount from par, the difference between __ 
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cost and selling price must be recognized as 
an actual loss chargeable against income and 
capital. To what point the market must de- 
teriorate before banks will be most unwilling 
or unable to take these losses is a matter of 
conjecture. Other large institutional investors, 
such as the life insurance companies, have 
shown some reluctance to sell their govern- 
ments at a loss. And so long as the Federal 
Reserve was willing to buy the governments 
of the insurance companies above par, these 
companies were in a position to increase the 
money supply by obtaining Federal Reserve 
funds from the sale of government obligations 
and then relend them for mortgage or other 
purposes. 

It also might be mentioned that as a prac- 
tical matter most banks can replenish their 
reserves without turning to the market at all. 
This can be done by merely allowing the 
short-term government obligations, such as 
bills and certificates, to run off without re- 
placement and the burden falls on the Treas- 
ury to pay them off. And as of the end of 
1950, commercial bank holdings of govern- 
ments were mainly of a short-term type: 
$14.6 billion maturing within one year, $24.5 
billion maturing within one to five years, and 
only $10.1 billion maturing after five years.’ 
While this creates a definite problem, it is 
also true that many banks today have an 
established “secondary” reserve policy which 
will tend to induce retention of a good share 
of the short-term government obligations that 
are now held in their portfolios. What volume 
may be regarded as over and above such re- 
quirements is strictly a matter of conjecture. 


Conclusions 


Because of the present heterogeneous char- 
acter of bank assets in the United States, any 
results ensuing from “quantitative” monetary 
controls are uncertain and perhaps ineffective. 
So long as the banks are willing to sell gov- 
ernment obligations on the market and replace 
them with private loans and investments, this 
must necessarily be so if we assume that the 


1 Federal Reserve Bulletin, March 1951, p. 310. 
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Federal Reserve Board will enter the govern- 
ment bond market to preserve “orderly” con- 
ditions. Therefore, the very existence of a 
large supply of government obligations in the 
asset portfolio of banks places serious limita- 
tions on the control of the money supply. But 
a price decline below par does have a ten- 
dency to keep the government portfolios of 
institutional investors more intact. 

In addition, because both long and short 
maturities are held, it becomes almost im- 
possible to predict the precise effects within 
the market per se of a restrictive policy. 
Attempts of the monetary authorities to pre- 
vent the banks from expanding certain busi- 
ness loans which are deemed inflationary are 
likely to have unpredictable results. While 
such loans may be partially restricted, it is 
also possible that the banks will decide to 
dump part of their long-term portfolio on the 
market instead. Indeed they might reason 
that such a policy will not jeopardize their 
liquidity positions at all on the grounds that 
short-term commercial loans are every bit as 
liquid as long-term government bonds. If such 
a policy is followed, the effects of a restrictive 
monetary policy may fall largely on the bond 
market and not on the loan markets. There- 
fore, only so long as it is a matter of indiffer- 
ence as to which result follows should the 
monetary authorities embark on a given policy 
without giving careful thought to the possible 
consequences. 

Further, because commercial bank holdings 
of government obligations are heavily weight- 
ed with short maturities, it may be almost 
impossible to shut off the supply of bank funds 
available for private loans. So long as the 
‘anks are willing to sacrifice their liquidity 
positions by substituting private loans for 
short-term governments, monetary controls 
aimed at restricting private loans are likely to 
be indecisive at best. For this reason the 
monetary authorities might be well advised 
to obtain some data on bank policies that 
control the volume of short-term obligations 
that will be held irrespective of private de- 
mand for loans. 
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The Supreme Court’s action in voiding the 


“‘non-signer” clause of resale price maintenance laws 


may mean the end of “fair trade.” 


“Fair Trade” Pricing Limited 


N May 21, 1951, the United States 

Supreme Court struck a severe if not 
mortal blow at “fair trade” pricing under 
existing laws when it held that the resale price 
maintenance programs of the Calvert and 
Seagram corporations could not be enforced 
in Louisiana against a retailer, who had not 
contracted to observe minimum prices.’ At 
issue was the validity of the “non-signer” 
clause of the Louisiana Fair Trade Act, which 
purported to require any and all resellers of 
a trade-marked product to sell such product 
at not less than the fair-trade price estab- 
lished, to their knowledge, by contract be- 
tween a distributor and a retailer of such pro- 
duct. The Court took the position that Louisi- 
ana by virtue of such provision was seeking 
to compel retailers to follow a parallel price 
policy and thus to demand private conduct 
which the Sherman Act forbids. Resale price 
maintenance contracts remain lawful and en- 
forceable, insofar as permitted under state 
law, but not attempts to force a resale price 
policy upon non-contracting parties. 

The precise legal question presented by 
these cases was whether the 1937 “Miller- 
Tydings” amendment of the Sherman Act was 
broad enough in scope to legalize the non- 
signer as well as the signer provisions of the 
state fair-trade laws. The Court holds that 
the Miller-Tydings amendment by its terms 
legalizes only ‘contracts or agreements” call- 
ing for resale price maintenance when such 
contracts or agreements are valid under state 

1 Schwegmann Brothers v. Calvert Distillers 


Corporation, Schwegmann Brothers v. Seagram Dis- 
tillers Corporation. 


About the author— 


Dr. Smith is Professor of Law and Secretary of 
the Law School of this University. 
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law, and that, in failing expressly to legalize 
the enforcement of minimum price levels 
against non-contracting retailers, Congress 
must have intended to refrain from granting 
Sherman Act immunity except to the con- 
tracts, themselves. Said Justice Douglas, 
speaking for the Court: 

“. , . Had Congress desired to eliminate 
the consensual element from the arrange- 
ment and to permit blanketing a state with 
resale price fixing if only one retailer wanted 
it, we feel that different measures would 
have been adopted—either a non-signer 
provision would have been included or re- 
sale price fixing would have been authorized 
without more. Certainly the words used [in 
the Miller-Tydings Act] connote a volun- 
tary scheme. Contracts or agreements con- 
vey the idea of a cooperative arrangement, 
not a program whereby recalcitrants are 
dragged in by the heels and compelled to 
submit to price fixing.” 


Fair-Trade Proponents 


The decision of the Court doubtless comes 
as a shock to the proponents of the fair-trade 
legislation, who must have regarded the 
Miller-Tydings Act as the measure which ad- 
ministered the coup de grace to the earlier 
Supreme Court doctrine condemning resale 
price contracts and arrangements under the 
Sherman Act. 

The result of the Court’s decision is to 
make all resale price arrangements or schemes 
which involve or affect interstate commerce, 
other than specific contracts, subject to the 
full vigor of the Court’s anti-price-fixing doc- 
trines. The basic anti-trust policy in this area 
was forged in the famous Dr. Miles Medical 
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Co. decision of 1911* and in Federal Trade 
Commission v. Beech-Nut Packing Co.* in 
1922. The former condemned resale price 
maintenance contracts at the wholesale and 
retail level, when entered into by a national 
distributor, and the latter held that a scheme 
for maintaining resale prices by means of co- 
ercive tactics not involving price maintenance 
contracts was likewise unlawful. In the 
Calvert and Seagram cases the Court indicates 
beyond peradventure that it regards the phil- 
osophy of the Dr. Miles case as sound. “Fix- 
ing minimum prices, like other types of price 
fixing, is illegal per se.” Doubtless this ad- 
amant attitude toward price-fixing accounts 
in substantial measure for the Court’s refusal 
to give the Miller-Tydings Act a liberal read- 
ing. 
Wide Impact of the Decision 

The importance of the decision is indicated 
by the fact that 46 states have fair-trade laws. 
The “original” law was passed in California 
in 1931, and the idea of “fair-trading” very 
quickly spread throughout the country under 
the vigorous sponsorship of such organizations 
as the National Association of Retail Drug- 
gists. Justified in part on the basis that pro- 
tection against price-cutting is necessary as 
a means of preserving the “good will” at- 
tached to a brand or trade-mark, the legis- 
lation was also, and perhaps primarily, de- 
signed to protect the independent retailer 
against “loss leader” and other types of “un- 
fair” price competition on the part of the 
chain stores. It is to be recalled that the de- 
pression “thirties,” which witnessed the en- 
actment of this legislation, were also the era 
of the “NIRA,” with its codes of “fair com- 
petition,” the federal anti-price discrimination 
(Robinson-Patman) Act, and the thirty-odd 
state “sales below cost” and “unfair practices” 
acts. Thus was introduced the current di- 
chotomy in our regulatory concepts between 
“free” (and full) and “fair” competition. The 
great question is whether the two ideas can 

*Dr. Miles Medical Co. v. John D. Park & Sons 


Co., 220 US. 373. 
3257 U.S. 441 (1922). 
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comfortably be accommodated simultaneously. 

It will be of interest to see whether an effort 
will be made to amend the Miller-Tydings 
Act to encompass the “non-signer” provisions 
of the fair trade laws, and, if so, to note 
whether the fight for amendment is to be led 
by the manufacturers and distributors or by 
the independent retailers. The economic pic- 
ture of today is far different from that of the 
“thirties,” and one may even venture to assert 
that the public reaction to the great chain 
organizations is less critical than at any time 
in the past. State legislators may now be in- 
clined to “let the chips fall where they may” 
with respect to the matter of price competi- 
tion, so long as specific unconscionable prac- 
tices, such as loss-leader selling, are avoided. 


Can Other Methods Be Used? 


Meanwhile, pending some further change 
in the law, a manufacturer who desires to 
maintain resale prices may wonder whether 
he cannot accomplish his objective by some 
means other than the widespread use of re- 
sale price maintenance contracts. He may 
wonder, specifically, whether he and his dis- 
tributors cannot simply refuse to sell to deal- 
ers who fail to maintain the price line. The 
law is pretty clearly established to the effect 
that a trader may refuse to sell goods to a 
seller who has refused to resell at suggested 
prices. However, the “Beechnut” case, above 
cited, distinguishes between a simple refusal 
to sell and a “system” for maintaining resale 
prices, whereby the distributor and his dealers 
use “cooperative methods” to keep resellers 
in line. The cooperative methods condemned 
in that case consisted of an elaborate system 
of reporting persons who sold below the sug- 
gested resale prices and a plan under which 
the company and its distributors would dis- 
continue sales to any such dealer until he was 
subsequently “cleared.” The short of the 
matter is that a manufacturer or distributor 
who desires to try to maintain resale prices 
as against dealers who have not signed resale 
price agreements must proceed cautiously, 
indeed. 
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with the people in its communities. 


A big company holds community meetings, attended 


by top officials, to exchange news and views 


International Harvester 
Community Forum Meetings 


‘igi most companies of its size, Inter- 
national Harvester tries to conduct its 
business with a sense of responsibility toward 
those groups which have an interest in our 
success: our customers, our employees, and 
our stockholders. But there is a fourth group 
whose interest is closely allied with ours and 
whose prosperity is dependent upon ours. 

This group is the people of the communities 
where we operate our business. 

This inter-dependence is particularly strong 
in those towns and cities—seventeen in all— 
where we have our principal manufacturing 
operations. We know that our success as a 
business in these communities depends in a 
large measure upon the progress these com- 
munities make. That is why we are interesting 
ourselves more in the communities where we 
operate. Because their problems are our prob- 
lems, we know we cannot ignore what goes on 
in these communities. 

Improving Community Relations 

In order that this inter-dependence may be 
demonstrated, and our mutual interests im- 
proved, Harvester does everything possible to 
keep our plant communities informed about 
our actions and our policies. We believe the 
community has a right to know about us. 

About the author — 

Mr. McCaffrey is president of the International 
Harvester Company. He also is president of the Farm 
Equipment Institute, director of a number of cor- 
porations, is a lay trustee of Notre Dame University, 


and a member of the Citizen’s Committee of the 
University of Chicage. 


John L. McCaffrey 


To accomplish this end we use a number 
of devices which are designed to improve our 
community relations. All of our plants, for 
example, maintain community mailing lists, 
conduct plant tours, and hold open house, 
In addition, we use institutional advertising, — 
and our plant executives appear before inter- 
ested civic groups to explain our plans and 
problems. 

All of these devices consist, for the most 
part, in telling the communities what we think 
they want to know. But we feel that our 
responsibility goes farther than that. We be- 
lieve that we must also provide the people in 
these communities an opportunity to ask us 
questions about the things they want to know. 

In order to make this possible, Harvester 
recently started a program of community 
forum meetings designed to let the community 
find out more of what it wants to know about 
our Company and at the same time permit us — 
to learn more about what the community | 
thinks uf us and our operations. | 

Mr. Fowler McCormick, chairman of the 
board of our Company is very much interested 
in the program we have developed, and has 
participated in an occasional forum meeting 
as he has been able to find the time. I have 
participated in all the others. 


How Forums Are Run 


These forums, modeled somewhat after the 
old-fashioned town meeting, allow for an inter- 
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change of information and attitudes. They 

like this: A group of approximately 
200 to 300 people is invited to a luncheon 
meeting, usually held in a local hotel. Guests 
include public officials, labor leaders, clergy- 
men, farm leaders, representatives of veterans’ 
organizations, educators, representatives of 
big and small business, officers of women’s 
clubs, county agricultural agents, officers of 
the local medical and dental societies, press 
and radio people, representative stockholders, 
and Company employees who have long ser- 
vice. We try in every instance to get a repre- 
sentative “cross-section” of the community’s 
interests. 

Officials from our General Office in Chicago 
from the operating division of that particular 
plant accompany me and a few other Com- 
pany officers, usually the vice president of in- 
dustrial relations, and the vice president and 
comptroller. Local plant executives attend. 
All of us are scattered among the guests at 
the luncheon, usually with a Harvester man 
sitting as host at each table. There is no 
speakers’ table. Informality is the keynote of 
the meeting. There are no prepared speeches. 
Instead, after a few remarks of welcome by 
the manager of the plant, I talk for about five 
or ten minutes, tracing briefly our Company’s 
history in the community, our investment, our 
current problems, and our hopes for the future 
of that plant. 

We then open the meeting for questions and 
answers. There are no holds barred, and we 
make every effort to answer all questions 
fully, honestly, and accurately. Many phases 
of the Company’s policies and operations are 
discussed, questions running the gamut from 
our attitude on race relations to executive 
salaries. Sometimes we call on our vice presi- 
dent and comptroller to discuss financial ques- 
tions, or on our vice president of industrial 
relations to handle questions about collective 
bargaining. We may also call on the local 
plant manager to answer local questions. 

The questions asked at the forums thus far 
reflect the community’s interest in what Har- 
vester does, or plans to do. 
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Questions and Answers 

Here are a few samples of questions asked 
by community leaders, and the answers given 
at some of the forum meetings: 

From a doctor: “Has the Company the 
right to help its employees get a good union, 
or must the men carry that responsibility 
themselves?” 

Answer: “Law prohibits the Company from 
interfering in the matter, and Harvester pre- 
fers it that way. The Company would not con- 
sider it good policy to interfere with a man’s 
free choice.” 

From a leading churchman: “I have long 
been impressed with Harvester’s business and 
social philosophy. Would it be possible for 
the Company officers to carry that message 
personally to every employee?” 

Answer: “Unfortunately, the Company’s 
size makes personal communication with all 
employees impossible. But, through letters, 
publications, and slide films, Harvester is at- 
tempting to make its employees the best-in- 
formed group in industry.” 

From a Catholic priest: “I have noticed 
very few profit-sharing plans in company- 
union contracts. Isn’t it true that plans of this 
kind promote industrial peace and increase 
worker efficiency?” 

Answer: “Where these plans work, they 
work well. But many companies, Harvester 
included, have tried various profit-sharing 
plans ard have had to abandon them. While 
most profit-sharing plans are unworkable in 
large companies, International Harvester man- 
agement does not believe that a satisfactory 
plan cannot be worked out.” 


Officer’s Pensions and Salaries 


A woman stockholder: “Why do Harvester 
officials vote themselves tremendous pensions, 
and what effect will that have on labor?” _ 

Answer: “When the president retires at 65, 
he will have been with the Company almost 
50 years. He now contributes $6,000 a year 
of his own earnings toward a pension. When 
he retires, he will get a pension of $21,000 
a year.” 
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From the same woman stockholder: ‘What 
about the high salaries of officers?” 

Answer: “We could fire all the officers of 
the Company today, and the saving in money 
would not be enough to pay the Company’s 
light bill for six months.” 

From a Negro minister: “Your Company 
has made it possible for 95 per cent of Canton 
Negroes to own their own homes. I want to 
thank you for your treatment of Negro em- 
ployees, and to express the hope that you 
won’t go backward.” 

Answer: “The Company believes it has the 
responsibility of satisfying the reasonable ex- 
pectations of the Negro segment of the Ameri- 
can community. It has a firm policy not to 
discriminate against anyone because of race, 
creed, or union. It has no intention of chang- 
ing that policy.” 

From a businessman: “Do you look for any 
improvement in your labor relations picture?” 

Answer: “We are constantly making every 
effort, of course, to improve our employee re- 
lations as well as our relations with the many 
unions with which we bargain. We believe 
that the long-term contracts which we recent- 
ly signed with a majority of our unions will 
contribute to more stability in our labor rela- 
tions.” 

From a school principal: “Is industry doing 
its share in recreational and welfare activities 
in the communities where it operates?” 

Answer: “Generally, no. Industry has neg- 
lected its responsibility in these and other 
worth-while community activities for too long 
a time. Many businessmen mistakenly think 
they are too busy to bother themselves with 
things outside their own sphere of manage- 
ment. Fortunately, I think more businessmen 
now realize that their business’ stake is tied 
up with that of the community, and there is a 
much greater acceptance of community re- 

sponsibility than there has been for years. But 
more is needed.” 


Many Topics Covered 


In addition to these questions, others that 
have been asked include: “What is the em- 
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ployment outlook?” “What is your Company 
doing about soil conservation?” “Do you par- 
ticipate in any program for the employment 
of displaced persons?” “What is your Com- 
pany’s attitude toward federal social secur- 
ity?” 

City officials have asked us, “What do you 
think of the city’s tax plan?” and “Does our 
tax rate compare favorably with that of other 
cities where you have plants?” 

Actually, the questions asked vary widely 


from community to community, but certainly — 


an encouraging amount of interest has been 
shown by schoolteachers, clergymen, small 
businessmen, clubwomen, stockholders, and 
others. 


We are willing to stay as long as the guests — 
wish. Most of our meetings run about two and — 


a half hours. 


Thus far we have held community forums 
at Louisville, Ky., the quad-cities of Moline, — 


Rock Island, and East Moline, Ill., and 
Davenport, Ia., at Canton, Ill., Milwaukee, 
Wis., Springfield, O., and Richmond, Ind. - 

Our present plans call for holding such 
forums in our other plant cities, and also in 
paying return visits to those cities where such 
community meetings have been held. We be- 
lieve that holding repeat meetings in com- 
munities where we have appeared before will 
emphasize our Company’s sincerity in the pro- 
gram, and also bring out new subjects for dis- 
cussion. This procedure will also assist us in 
attaining one of our major objectives, namely, 


getting the honest opinion of the people of — 


the community about us. 


Success of the Program 


How successful is the program? 

Judging from the reactions we have received 
from our guests, and from the press and radio, 
we are convinced that the forums have 
brought better understanding between the 


Company and the community. We know it has — 


been helpful in our community relations pro- 
gram, because it has brought about a free 
discussion on a face-to-face, person-to-person 
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basis. We know our communities better, and 
we are certain the communities know us bet- 
ter. Our guests are impressed with the fact 
that there are no prepared speeches and that 
we are willing to discuss any phase of our 


Company’s business. 
We believe we have added to the communi- 


ties’ fund of knowledge about our business 


and we have been made more aware of the 
communities’ problems. In addition, we think 
we have managed to correct many misimpres- 
sions which are commonly held about industry 
generally and Harvester particularly. We not 
only do no want to ignore the problems of our 
plant communities, but we want to help solve 


them, within the limits of our ability, because 
we know that the problems of the community 
are our problems too. In turn, we have found 
a healthy interest on the part of community 
citizens in our business and in the problems 
we face in their community. 

We have been gratified that the people of 
our plant cities are so conscious of their com- 
munity responsibilities and have shown such 
interest in our operations and their effect on 
the communities. This acceptance of the pro- 
gram has prompted us to give it further em- 
phasis. We intend to continue it as part of 
our responsibility to the communities in which 
we operate. 


BUSINESS BRIEFS 


CONVERSION ASSISTANCE 

The Office of Technical Services of the De- 
partment of Commerce, Washington, D. C., 
can help you to obtain technical information 
to meet production problems. Technical in- 
quiries on your business letterhead will be 
answered by staff members who use Federal 
technical data, published information, and the 
cooperative services of 400 leading industrial 
laboratories. 


MANUFACTURERS PROFITS 
Manufacturing concerns piled up 43 per 
cent more profits in 1950 than in 1949, ac- 
cording to a joint survey made by the Federal 
Trade Commission and the Securities and Ex- 
change Commission. Profits in 1950 soared to 
about $12,900 million as compared with $9 
billion in 1949. The complete report may be 
obtained from either agency upon request. 


RECORD EMPLOYMENT 

Record employment of 62,500,000 this 
summer and fall was forecast by Robert C. 
Goodwin of the Labor Department. The new 
high will result from the employment expan- 
sion required to meet the dual objective of 
huge defense production and a high level of 


civilian goods output. 
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SMALL BUSINESS AND THE 
DEFENSE EFFORT 


The small businessman has a definite and 
important place in military production. Dur- 
ing the fiscal year ended June 30, 1950, small 
business firms provided $1,310,615,000, or 
24.5 per cent of the dollar volume of all mili- 
tary purchases of supplies, services, and con- 
struction. 


DEFENSE PRODUCTION RECORD 


A weekly bulletin, entitled Defense Produc- 
tion Record, is now being published at the 
request of businessmen, trade organization and 
news channels for a compact summary of 
official action taken by DPA and related de- 
fense agencies. Each week the bulletin will 
summarize orders, regulations, recommenda- 
tions of Industry Advisory Committees and 
other activities of Government defense pro- 
duction agencies. The summaries will include 
a brief of the action, tell where the official 
text may be obtained, identify other supple- 
mentary material, and give the name of the 
issuing agency. 

Business firms and other organizations may 
subscribe to this new service for $2.50 a year 
through Commerce Department field offices. 
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In a period of rising prices, the practice of calculating depreciation 


on original 


lower costs may have serious consequences. 


Recognition of Increased 
Replacement Costs 


ESPITE the extent of the increase in 

price levels in recent years and the prob- 
ability of further eventual increases as evi- 
denced by the re-establishment of price con- 
trols, balance sheets and operating statements 
as they are prepared today continue to con- 
ceal the effect of the increased replacement 
cost of fixed assets. This is true not only of 
reports submitted to stockholders and the 
public, where recognition of the problem is 
generally confined to broad statements in 
accompanying comments, but also of the in- 
ternal financial reporting of concerrs where 
the effects may be quite significant. 

One reason for this obscuration is that the 
increased replacement cost of fixed assets is 
considered difficult to measure. It is often 
argued that most fixed assets are replaced, 
not by identical items, but by improved or 
altered ones, making measurement difficult or 
at best tentative. Another reason is that the 
question is related to depreciation and prop- 
erty accounting, which tend to be slighted in 
favor of the more immediate problems pre- 
sented by inventories, payrolls, receivables, 
payables, and income taxes. Perhaps most im- 
portant, mounting sales volume in the post- 
war period has led to profits which appeared 
sizeable enough to satisfy stockholders and at 
the same time provide retained earnings ade- 
quate for replacement and expansion pro- 
grams. 


About the author— 


Mr. Gimmy, an alumnus of this University (A.B., 
1932; M.B.A., 1933) is in charge of corporate de- 
preciation studies at the Ford Motor Company. 


W. W. Gimmy 


Explanations of Increased 
Replacement Costs 


To deviate for an explanation before pro- 
ceeding further, although the term “increased 
replacement costs” is used, the essential prob- 
lem does not lie in the “replacement” of the 
fixed assets. The term “replacement”’ has crept 
in undoubtedly because it is the most con- 
venient word for designating the current mar- 
ket value of a facility. Just as a man who 
built a house for $5,000 in 1940 would expect 
to sell it for around $10,000 under present 
market conditions; even so management, 
which in effect “sells” its facilities year by 
year in their wear, exhaustion, and obsoles- 
cence during production, should expect to re- 
cover the current market value of its facilities 
if it is to preserve the basic value of the enter- 
prise. This preservation consists of maintain- 
ing the value of assets relative to other goods 


and services. In other words, management | 


cannot afford to permit the relative value of 
a business to shrink in proportion to the 
shrinkage of the purchasing power of the 
dollar. 


An Illustration 


The very fact that the concept of increased 
replacement costs seems abstract has also con- 
tributed to obscuring the problem. But any- 
thing as definite as the near doubling of the 
price levels in the past decade is certain 


eventually to have very tangible results. The 


following simplified example has been devel- 
oped to isolate the effect of an increase in 
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the cost of fixed assets in a hypothetical situa- 
tion. 

It is assumed that the X Company started 
business January 1, 1941, with an investment 
of $5,000,000, of which $1,000,000 was in 
working capital and $4,000,000 was in fixed 
assets. The profit expectation of the Company 
was to earn $500,000 a year, or 10 per cent 
of the invested capital. All profits were to be 
paid out in dividends. The useful life of the 
fixed asset complement is assumed to be 
twenty years, at the end of which time the 
salvage value is zero, which gives an over-all 
depreciation rate of 5 per cent. It is likewise 
assumed that there will be no replacements 
during the twenty-year life. 

At December 31, 1950, the management 
determines that the replacement cost of the 
complement of fixed assets has increased to 
$7,000,000, a 75 per cent increase over the 
$4,000,000 acquisition cost of January 1, 
1941. (During the period of 1940 to 1950 the 
Engineering News Record Cost of Construc- 
tion Index increased 86 per cent and the Bu- 
reau of Labor Statistics Combined Index of 
Wholesale Prices of Metals and Metal Pro- 
ducts increased 72 per cent.) 

It is also assumed that the volume for the 
ten years 1951 through 1960 will remain 
stable, that the management cannot reduce 
costs, but that it is possible to increase the 
selling price of X Company’s product. 

A condensation of pertinent data from the 
operating statement of the X Company for 
the year 1950 is as follows: 


1950 

Sales $10,000,000 
All Costs Except Depreciation 

and Income Taxes 8,800,000 
Depreciation 200,000 
Income Taxes 500,000 

Total Costs $9,500,000 
Net Profit $ 500,000 


Likewise a condensed statement of pertinent 
data from the balance sheet is as follows: 


Summarized Balance Sheet 
December 31, 1950 


Net Working Capital 
(Current Assets Less 


Current Liabilities) $3,000,000 
Fixed Assets 4,000,000 
Reserve for Depreciation 2,000,000 

Net Fixed Assets $2,000,000 
Net Worth $5,000,000 


It will be recalled that the X Company 
started with $1,000,000 in net working capital. 
During the ten years of operations from 1941 
through 1950, a depreciation reserve of 
$2,000,000 has been accrued, and net working 
capital has increased in this same amount. 
During this period the Company has earned 
$500,000 each year and paid it out in divi- 
dends. 


1950 Earnings Below Objective 
In appraising its operating results for 1950, 


the X Company management realizes that if 


the current replacement cost of its fixed assets 
is $7,000,000 the Company is consuming fixed 
assets on the basis of the $7,000,000 in cur- 
rent market value rather than $4,000,000 
original cost. 

This has two important effects. First, the 
consumption of value on the basis of $4,000,- 
000 original cost is in one sense inequitable. 
It is just as if the shareholders hired a real 
estate agent in 1950 to sell a $5,000 house 
acquired in 1940, and he felt his performance 
would be satisfactory if he realized the orig- 
inal cost of $5,000 rather than the current 
market value of $10,000. 

Second, if the Company continued on the 
present basis to the end of 1960 it would then 
have $5,000,000 in net working capital, no 
fixed assets, and a net worth of $5,000,000. 
The $4,000,000 available for fixed assets 
would be insufficient either to satisfy the orig- 
inal purchasing power invested by the stock- 
holders, or to provide for continuation of 
operations on the same basis in future years. 

The first impression is that operations are 


being undercharged to the extent of $150,000 
annually, representing the difference between 
depreciation charges on 5 per cent of the 
original cost of $4,000,000, equal to $200,000; 
and such charges on replacement cost of 
$7,000,000 equal to $350,000. 

Whether the $150,000 mentioned above is 
deducted before arriving at net profit, or 
whether an appropriation is made out of the 
amount of net profit stated above, the effect 
is the same: there is $150,000 less available 
for dividends. In this respect, the Company 
has fallen short of its objective. 


Recovery of Capital Consumed 


The management then concludes that it 
must increase prices to recover an additional 
$150,000 per year to compensate for the cur- 
rent value of capital being consumed in the 
business. 

Since the $150,000 is not an acceptable in- 
come tax deduction, it is not sufficient to in- 
crease prices by 1.5 per cent (total sales of 
$10,000,000 -—- $150,000). It is estimated 
that any increment in dollar profits over past 
years will be taxed at an average rate of 60 
per cent of net income. To carry through 
$150,000 in profit to be retained in the busi- 
ness, the management must increase the price 
of its products by an amount which multiplied 
by the 40 per cent to be retained will yield 
$150,000. This amount is $375,000, repre- 
senting a 3.75 per cent increase in prices. 

Though this apparently is a satisfactory 
solution, the management finds, when it pro- 
jects its operating results to a balance sheet 
at the end of 1960, that it will recover only 
an additional $1,500,000 over the ten-year 
period. This amount, plus $4,000,000 re- 
covered through depreciation charges based on 
original cost, would provide a total of only 
$5,500,000 to replace a $7,000,000 comple- 
ment of fixed assets. 

This reasoning may be objected to on the 
basis that 50 per cent of the service life of 
the facilities had expired at December 31, 
1950. Therefore the management should not 
be expected to make a recovery of increased 


replacement costs for value already used, 
Perhaps this is true, and if it is, it provides a 
strong argument for the proposition that man- 
agement in the past should have recognized 
increased replacement costs as promptly and 
fully as the economics of the situation would 
permit. But in the situation as posed here, 
management must either accept the past loss 
as inevitable or devise some means of recover- 
ing it in future years. 


Full Recovery of Replacement 
Costs 


If the management determines that it must 
recover fully the replacement cost of its fixed 
assets during the ensuing ten years, then it 
must reason further. The replacement cost is 


$7,000,000, of which $2,000,000 has been re- 


covered. This leaves a net of $5,000,000 to be 
recovered in future years, or $500,000 per 
year. $200,000 per year is being recovered in 
regular depreciation charges, leaving $300,000 
per year over and above this amount. In order 
to carry $300,000 a year through net profit, 
the prices must be increased $750 
per cent. 

On this basis, at the end of 1960, the Com- 
pany will have recovered the original 
$4,000,000, plus another $3,000,000, making 
a total of $7,000,000, which provides for its 
full objective for obtaining the relative pur- 
chasing power of the assets of the business. 


Income Taxes, Old and 
New Companies 

At this point it is helpful to consider the 
effect of income taxes on the X Company as 
compared with a new company which might 
enter this line of business in 1950. Assume 
that a Y Company could build a complement 
of fixed assets for $5,000,000 which would 
duplicate the performance of the X Com- 
pany’s assets and would have a total life of 
ten years. During each of the next ten years, 
the Y Company would have a deductible 
charge of $500,000 to its operations, $300,000 
more per year than the X Company. All other 
conditions being the same, the Y Company 
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could therefore sell its products for a 3 per 
cent increase ($10,000,000 sales —- $300,000) 
over the X Company’s prices; where, in order 
to obtain the same operating results, the X 
Company would require a 7.5 per cent in- 
crease. In other words, the X Company has 
to pass on to the customer the increased capi- 
tal consumption cost plus income taxes, but 
the Y Company has to pass on only its de- 
preciation charge. 
Return on Investment 

In the previous discussion, the stockholders 
of the X Company have received no consid- 
eration. They, however, have felt strongly the 
pinch of increased prices which have not been 
accompanied by any increase in their divi- 
dends. Learning that the replacement cost of 
the fixed assets has increased to $7,000,000, 
the stockholders set a new objective to the 
management by adding the $3,000,000 in- 
crease in replacement costs te the net worth 
of $5,000,000, arriving at a total of $8,000,- 
000. They state that they expect management 
to earn 10 per cent per year on this amount, 
or $800,000. 

In order to increase its annual net profit 
from $500,000 to $800,000, or $300,000 after 
income taxes, management must increase the 
price of its products by another 7.5 per cent. 


Summary of X Company’s Results 


Based on the conditions of the X Company, 
its management has found it necessary to in- 
crease sales prices by 15 per cent not in order 
to gain any undue advantage, but merely to 
maintain the intrinsic value of the business 
and to provide the stockholders with the same 
purchasing power that it was intended they 
should receive on their original investment. 
In fact, one reason that the stockholders origi- 
nally invested in common stock, was to pro- 
tect themselves against the inflationary forces 
which were evident in 1940. 


Application to Business 
in General 
It may be objected that the foregoing illus- 
tration assumes rigid conditions that do not 
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exist in a normal manufacturing concern. This 
does not invalidate the reasoning. If it were 
impossible to increase prices, as assumed 
above, then management would have to reduce 
costs, otherwise the deterioration in value of 
the company or its available earnings would 
follow. 

There is, however, a question of the degree 
of the effect. As the amount of fixed assets 
is relatively greater, and the life of the assets 
shorter, the effect is greater, and vice versa. 
In general, the problem is more serious in 
heavy manufacturing industries such as iron 
and steel and in public utilities, and is smaller 
in light manufacturing lines. 

In a going concern, the methods set forth 
in the above example would need to be applied 
to each individual account. This is not at all 
difficult to do, either for a company as a whole 
or for various segments of a company. The 
results obtained, even on the basis of approxi- 
mations, tend to contribute to a better meas- 
urement of operating results and to attaining 
of financial objectives. 


Indefiniteness of Determination 
Not a Prohibitive Factor 


One of the arguments frequently advanced 
against an objective recognition of increased 
replacement costs is that fixed assets retired 
are seldom replaced by identical items. Under 
present conditions this argument scarcely 
holds up. First, the essential problem is the 
necessity of recovering the increased market 
value of the fixed assets on hand. The fact 
that identical fixed assets would not be ac- 
quired does not invalidate the argument. The 
same problem would be there if the company 
were working toward liquidation. Second, in- 
sofar as the value of replacements is used as 
a practical measure of the increased replace- 
ment costs the modern tendency is toward 
greater mechanization and greater fixed-asset 
investment, which often tends to make the 
problem even more acute. On the whole it is 
the experience of the writer that computing 
the increase in the value of fixed assets in 
line with the increase in recognized price in- 
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dexes coincides fairly closely with engineering 
estimates of replacement costs. 


The Role of Accountants 


In 1947 the American Institute of Account- 
ants confirmed their stand that no recognition 
should be given to increased replacement 
costs in arriving at net income. This stand 
was taken on the basis that the amounts in- 
volved were not material, that unless uni- 
versally adopted such amounts would cause 
confusion in reading financial reports, that it 
was not practical to make such allowances 
unless all assets were reappraised for balance 


sheet purposes, and that at some time in the 
future if the price levels were stabilized such 
an upward appraisal might be made univer. 
sally for all businesses. 

This position has not only influenced pub- 
lic accountants toward the question adversely, 
but has had a deterring effect on development 
of internal data by accountants employed in 
industry. The accounting profession, on whom 
management relies to throw light on such mat- 
ters as this, has been slow to accept the chal- 
lenge. This is a field in which it can and 
should take a positive attitude toward making 
a useful managerial contribution. 


BUSINESS BRIEFS 


PRODUCTION POOLS 

The Government gave its official sanction 
to the formation of production pools of small 
firms, permitting them to work together as 
one company for the purposes of doing de- 
fense business. D.P.A. authorities said any 
firms interested in setting up such pools 
should apply to the Pooling Section, Procure- 
ment Assistance Division, Office of Small 
Business, National Production Authority, 
U. S. Department of Commerce, Washington, 
D. C. 


SELF SERVICE FOOD STORES 

Independent or chain, the self service store 
is getting the bulk of the food business. Self 
service stores constitute only 23.5 per cent 
of the total but do 67 per cent of the grocery 
business. Semi self service are 30 per cent 
of the total and do 18 per cent of the business. 
Counter service stores make up 46.5 per cent 
of the total but do only 15 per cent of the 
food volume. 


ATOMIC ENERGY IN INDUSTRY 


Industrial uses for by-products of the Gov- 
ernment’s atomic energy program are being 
studied by Stanford University’s Research In- 
stitute. The scope and objectives of the pro- 


32 


ject are described in a booklet, “Industrial 
Utilization of Fission Products—A Prospectus 
for Management,” prepared under contract 
with the Atomic Energy Commission. Copies 
of the booklet are available from: Project 361, 
Department of Business and Industrial Eco- 
nomics, Stanford Research Institute, Stan- 
ford, California. 


NPA ESTABLISHES SELECTIVE 
MAILING LIST 


A new Selective Mailing List to replace 
Lists 1 and 2 currently maintained by NPA 
is being established. The new List will cover 
Defense Production Administration and Na- 
tional Production Authority orders, regula- 
tions and other official data. A 4-page outline 
of the Selective List and a green return mail- 
ing list card may be obtained from Commerce 
Field offices. 

All individuals and businesses now on NPA 
mailing lists will automatically receive these 
cards from Washington and must return them 
to Washington as instructed in order to re- 
main on any list in the future. Press Releases 
are not included with new NPA Selective List 
mailings except as specifically requested by 
the applicant in a letter accompanying the 
card. 
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‘Chee Recent Publications 


By the “BUREAU OF BUSINESS RESEARCH 
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mf | THE LEASE AS A FINANCING AND SELLING DEVICE 

t- 

By Wilford J. Eiteman, Ph.D. 

d | and Charles N. Davison, Ph.D. "Report No. 20 

1g ee, ; 2 This study attempts to answer the question, “Why, and 
oto under what circumstances, should a manufacturer Icase 
: rather than purchase land, buildings, and machinery?” The 

— | ee . sole objective of the authors has been to develop a theory 
of the use of the lese, 

108 pages doth bound price $2.50 
al 
1s 

° A STUDY OF PEOPLE WHO HAVE EXHAUSTED UNEM- 
PLOYMENT BENEFITS IN AN ACTIVE LABOR MARKET | 
By Ronald Johnson _ Report No. 19 

This study, as a result of personal interviews, attempts to 

show significant details about the personal characteristic 

and the labor-force attachment of people who are un- 
employed for long periods in an active labor market. 

61 pages paper bound single copies free upon request 


3 BRITAIN: A CASE STUDY FOR AMERICANS 


By Clare E. Griffin, Ph.D. Volume X Study No. 8 


This study “is written for Americans with the thought that 
the social trends of a great country so similar to our own 
in language, culture, and ideals . . . will be significant for © 
a prognosis of our future, and even more as a basis for 


appraising trends that should be avoided or discouraged.” — 
78 pages paper bound price $1.50 


Copies may be ordered from 
THE UNIVERSITY OF MICHIGAN PRESS 


811 Maynard Street Ann Arbov, Michigan 
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How effective is union bargaining power? 


UNIONISM, 
WAGE TRENDS, AND 
INCOME DISTRIBUTION, 
1914-1947 
by Harold M. Levinson, Assistont Professor of Economics, University of Michigen 


Volume X Number 4 ' 
122 pages paper bound 
price $2.00 


“The fundamental issue in dispute involves the question 
of whether or not there is a significantly large range 
within which institutional pressures, particularly union 
bargaining power, may raise money wage rates without 
causing some type of employer reaction such as raising 
prices or substituting copital for labor, and thereby — 


causing some unemployment.”” 
: | | Copies of this study may be ordered from the 


University of Michigen Press 
311 Maynard Street 
Ann Arbor, Michigen 
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